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DISCLOSURE STATEMENT

This advice may constitute return information subject to
I.R.C. § 6103. This advice may contain confidential information
subject to attorney-client and deliberative process privileges
and if prepared in contemplation of litigation, subject to the
attorney work product privilege. Accordingly, the Examination,
Appeals, or Counsel recipient of this document may provide it
only to those persons whose official tax administration duties
with respect to this case require such disclosure. In no event
may this document be provided to Examination, Appeals, or Counsel
or other persons beyond those specifically indicated in this
statement. This advice may not be disclosed to taxpayers or
their representatives.

This advice is not binding on Examination or Appeals and is
not a final case determination. Such advice is advisory and does
not resolve Service position on an issue or provide the basis for
closing a case. The determination of the Service in the case is
tc be made through the exercise of the independent judgment of
the Field Office with jurisdiction over the case.
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INTRODUCTION

This memorandum is in response to your request for advice in
the above-captioned matter. Specifically, you have asked our
office to examine the effect of the Supreme Court’s decision in
United Dominion Indus., Ing. v. United States, 121 §. Ct. 1534
on the specified liability (“SL”) losses available to

) for the taxable iears

ISSUES

1. What effect does United Dominion have on the SL expenses

arising from members of |GG that filed

separate tax returns for the carryback years?

2. Is the SL loss limitation argument adopted by the Tax Court
in Norwest Corp. v. Commissioner, 111 T.C. 105 (1998), still
valid after United Dominion?

BACKGROUND

This opinion is based upon the facts set forth herein. It
might change if the facts are determined to be incecrrect. If the
facts are determined to be incorrect, this opinion should net be
relied upon. You should be aware that, under routing procedures
which have been established for opinions of this type, we have
referred this memorandum to the OCffice of Chief Counsel for
review. That review might result in modifications to the
conclusions herein. We will inform you of the result of the
review as soon as we hear from that office, which should be in
approximately 10 days. In the meantime, the conclusions reached
in this opinion should be considered to be only preliminary.

On v
corporation (% "), created
“or the purpose of acquiring
(™ Yy and its subsidiaries (%

B changed its name to NN (

Prior to its acquisition by was the
parent of the feollowing subksidiaries:

a United Kingdem

. [ . and
I ¢ SRLY companies”) filed income tax returns
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separately from || cuvring - and [ (the “carry back

years”).

In

, I - -

and 1ts subsidiaries.

(\\ !)

_ filed consolidated income tax returns for the

taxable years ending

, and
. included the on its consolidated
tax returns during each of the years at issue.

For the period ending _,  and

filed separate conscolidated tax returns. included
on its consclidated tax return for the short period ending
, and for the remainipg taxable years at issue.

on | I cr:noed its nane co I

Group Holdings.

claimed the following SL loss carry back
amounts, pursuant to I.R.C. § 172(£)!/, for the taxable years

ending NN S - - ———

*The statute of this separate return loss year was not protected. Therefore,
this carry back is barred by statute.

Total Claimed
SL Loss Carry back

claimed the following SL expenses,
pursuant to I.R.C. § 172(f), for the taxable years ending

. I, -

'/ For purposes of this memorandum, our office has assumed
that the expenses claimed by the taxpayer qualify as SL expenses
for each of the taxable years at issue.
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Total Claimed

**The amount claimed by NN for MMM includes penalties of s that are
not allowable.

’s‘total SL losses for the taxable vears
ending through M - - < R

Prior to the Supreme Court’s decision in United Dominion
Indus. Inc. v. United States, 121 S.Ct. 1934 (2001}, the revenue
agent examining s consolidated returns computed
the allowable amount of "s SL losses using the
“separate entity” approach advocated by the Service. This

resulted in the following adjustments to
expenses: '

s SL

cCompan

Total Allowed
SL Expenses

TOTAL DISALLOWANCE
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Company

Total Allowed
SL Expenses

TOTAL DISALLOWANCE

The revenue agent took an alterna?ive positibn with respect
to the members of who filed separate income
tax returns during the carry back years (i.e., the SRLY

|

companies). For these companies, the revenue agent compared each
company’s SL expenses to the amount of the CNQOL allccated to it
pursuant to Treas. Reg. 1.1502-79(a) {(3}). As set forth in the

three charts below, the revenue agent then limited the amount of
the SL loss carry back available to the SRLY companies based on
each SRLY company’s NOL.,

1. Amount of SL expenses claimed by SRLY Companies
!Com an [ [ —
Total SL
Expenses Bl 4 I

*The statute of this separate return loss year was not protected. Therefore, this
carry back is barred by statute.

Comiiii

Total SL
Expenses
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2. alirocated NoL of NG

Compan

Total NOL
Limitation

Total NOL
Limitation

3. SL Carry back Limited to SRLY NOL

Ccmpany

Carry back
Allowable

Carry back
Allowable
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After the Supreme Court rendered its decision in United
Dominion, the agent re-calculated the amount of the SL loss
available to [ I ::i1c the “single entity”
approach for each of the years at 1ssue. The revenue agent
concluded, however, that the NOL limitation for the SRLY
companies was not affected by United Dominion. His revised
computation of the SL loss available to
the SRLY companies is as follows:

and

1.

Allocated
SRLY

SLL Expense

er claim NQL

Total

4]
9
[
ta
x
e
1]
=}
i
o]

SLL not SLL SLL
Allocated Apport. Avail. Avail.
Member ier claim NOL (SRLY Lo SRLY Lo iroui to SRLY
B . - JEPRTIIN
3 I
SLL not SLL SLL
SLL Expense Allocated Apport. Avail. Avail.
Member ier claim NOL iSRLYl ii iRii to iroui to SRLY

o,
W
=
t
o]
=
e,
v}
=]
7]
a{

SLL not SLL SLL
Bllocated Apport. Avail. Avail.
er claim NOL (SRLY imit. to SRLY tc grou
‘lliil‘ii “‘iiiiiliiliii‘li
> I
SLL not SLL SLL
SLL Expense Allocated Apport. Avail. Avail.

er claim

Total

to SRLY

NOL ‘SRLY!

to iroui

to SRLY
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s I
S5LL not SLL 5LL

SLL Expense Allocated NOL Apport. Avail. Avail.
Member

ier claim NOL (SRLY Limit. to SRLY to grou to SRLY

* Barred by statute '
** This amount represents the | “0: limitation less a penalty claimed by

in the amount of $
3

Based on the foregoing charts, the revenue agent determined

that the total SL loss available to I for all of

the years at issue was S, :-c the total SL loss
available to the SRLY companies for all of the years at issue was

5 . The total amount of SL losses available for both N
and the SRLY companies was S| GczIN:G-

DISCUSSION

OCur office must examine whether the revenue agent properly
determined the SL losses available to | 2:nd the SRLY
companies subsequent to the Supreme Court’s decision in United
Dominion Indus. Inc. v. United States, 121 S. Ct. 1834 (2001).
OQur office must also evaluate whether the government has any

remaining SL loss limitation arguments remaining after United
Dominicn.

The Net Operating Loss Rules

A corpeoration that has a net operating loss (“NOL”) may
generally carry back the NOL three years prior to the year of the
loss, or may carry over the NOL fifteen years after the year of
the loss, pursuant to I.R.C. § 172(b)%/. A corporation has an
NOL if its total deductions exceed its taxable income for the
taxable year. I.R.C. § 172(c).

¢/ In 1997, Congress amended I.R.C. § 172(b) to allow a
general 2 year carry back pericd and a 20 year carry over period.
Pub. L. No. 105-34, Taxpaver Relief Act of 19387, § 1082(a), (b),
111 Stat. 788. This amendment is effective for taxable years
beginning after January 7, 1997. Id. at § 1082(c).
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A corporaticon that has an SL loss, however, may carry back
the SL loss ten years prior to the year of the loss, but not
prior to 1984. I.R.C. § 172(c); Pub. L. No. 101-508, Omnibus

Budget Reconciliation Act of 1990, § 11811l (b} (2) (B), 104 Stat.
1388 (1590).

For the taxable years at issue, an SL loss was defined as
the sum of amounts associated with product liability claims,
liabilities arising under State or Federal law, or liabilities
arising out of any tort of the taxpayer which occurred at least
three years prior to the taxable year, to the extent these
amounts were used to compute the NCL for the taxable year.
I.R.C. § 172(f) (1) (1997).

A corporation’s SL loss is limited, however, to the amount
of the corporation’s NOL for the taxable year at issue (“the NOL
limitation”). I.R.C. § 172{f)(2). '

The Consclidated Return Requlations

I.R.C. § 1501 allows an affiliated group of corpcorations to
file a consolidated income tax return instead of filing numerous
separate income tax returns. Under the authority of I.R.C.

§ 1502, the Secretary has promulgated regulaticns governing the
procedures for filing consolidated returns. See Treas. Reg.
§§ 1.1502~1 through 1.1502-81.

Treas. Reg. §§ 1.1502-11, 1.1502-12, and 1.1502-21 govern an
affiliated group’s calculation of separate income (“STI"),
consolidated taxable income (“CTI”) and consolidated net
operating less (“CNOL”).

Treas. Reg. § 1.1502-11 provides the procedures for
computing a group’s CTI. A group’s CTI is the sum of the STI of
each group member (as determined pursuant to Treas. Reg.

§ 1.1502-12), plus the following consolidated items: 1) any CNOL
deductien (as determined pursuant to Treas. Reg. § 1.1502-21 or

§ 1.1502-21A); 2) any consolidated net capital gain; 3) any
consolidated loss under I.R.C. § 1231; 4) any consolidated
charitable contributions deduction; 5) any consolidated deduction
under I.R.C. § 922; 6) any consolidated dividends received
deducticn; and 7) any consolidated deduction under I.R.C. § 247.
Treas. Reg. § 1.1502-11(a) (as amended in 1987}.

Treas. Reg. § 1.1502-12(a) {as amended in 1996) provides that
a group mempber’s STI is computed as 1f each member was filing a
separate income tax return, subject to certain medifications.
Among other things, these modifications exclude the consolidated
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items included in the calculation of the group’s CTI, pursuant to
Treas. Reg. § 1.1502-11(a}. Treas. Reg. § 1.1502-12(h)~(n).

Treas. Reg. § 1.1502-212a (applicable for taxable years prior
to January 1, 1997) provides that a group’s CNOL deduction is the
aggregate CNOL carry cvers and carry kacks to the taxable year.
CNOL is calculated similarly to CTI, by taking into account: 1)
the STI of each member; 2) any consolidated net capital gain; 3)
any consolidated net loss under I.R.C. § 1231; 4) any
consolidated charitable contributions deduction; 5) any
consolidated dividends received deduction; and 6) any
consolidated deduction under I.R.C. § 247. Treas. Reg. § 1.1502-
21A(f) . -

Treas. Reg. § 1.1502-79A(a) (applicable for taxable years
prior to January 1, 1997) addresses how to allcocate CNOL to a
member of the consclidated group if thé member elects to carry
over or carry back a loss toc a “separate return year,” i.e., a
year when the member was not a member of the consclidated group.
The regulation provides, in part, that the amount of CNOL
allocated to the member is calculated by multiplying the CNOL of
the group “by a fraction, the numerator of which 1s the separate
net operating loss of such corporation, and the denominator of
which is the sum of the separate net operating losses of all
members of the group in such year having such losses.” Treas.
Reg. § 1.1502-79%A(a) (3).

The consolidated return requlations do not specifically
address the applicaticn of the SL loss carry back to consclidated
groups. The regulations dec, however, provide that, “[t]he
Internal Revenue Code, or other law, shall be applicable to the
group to the extent the regulations do not exclude its
application.” Treas. Reg. § 1.1502-80(a) (as amended in 1997).

The United Dominion Opinion

In United Dominion Indus., Inc. v. United States, 121 S.Ct.
1934 (2001), the Supreme Court analyzed whether the NCL
limitation on product liability (“PL”) losses?/ should be
determined on a company-by-company basis (i.e., the separate
entity apprecach} or on a consolidated basis (i.e., the single

3/ PL losses were the statutory predecessor to SL losses.
In 1930, Congress grouped PL losses with other similar expenses,
treating the expenses collectively as SL losses. Pub. L. No.

101-508, Omnibus Budget Reconciliation Act of 1990,
§ 11811 (b) (1), 104 Stat. 1388-532 (1990).
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entity apprcach) for an affiliated group of corporations filing a
consolidated income tax return.

In United Dominion, the taxpaver was the successor to AMCA
International Corporation (“AMCA”), the parent of a consolidated
group that filed consolidated income tax returns for the taxable
years 1983 through 1986. United Dominion, 121 S.Ct. at 1937.
For each of the taxable years, AMCA computed its CNOL, and
compared this amount tc the aggregate of its member’s PL
expenses. Id. AMCA then carried back the amount of the PL
expenses which equaled its CNOL as its PL loss for the ten year
carry back period allowed by I.R.C. § 172(b)(1)(C). Id. Five of
AMCA’s members that generated the PL expenses had positive
taxakble income for the years at issue. Id. at 1938.

The taxpayer argued that the Court should adopt the single
entity approach when interpreting the NOL limitation of I.R.C.
§ 172(f)(2). 1d. Under this approach, when the group’s CNOL
exceeds the aggregate of all of the members’ PL expenses, the
group can carry back the total amount of the PL expenses as its
PL loss. Id.

Conversely, the government argued that the Court should
adopt the separate entity approach when interpreting the NOL
limitation of I.R.C. § 172(f) (2). Id. Under this approach, the
government determined each member’s income or loss separately,
and compared this amount to the PL expenses generated by each
member to determine if each member generated its own PL loss.
Id. TIf so, the member could contribute its separate PL loss to
the group. Id. 1If, however, the member has positive taxable
income, it has no separate PL loss toc contribute to the group,
and its PL expenses would not be available to the group for the
ten year carry back period of I.R.C. § 172(b) (1) (C). Id. This
approach prohibited the inclusion of the PL expenses from the
members of AMCA whc had positive taxable income in the
computation of the PL loss available to AMCA.

The Supreme Court adopted the single entity approach
advocated by the taxpayer, noting that this approach was
“straightforward,” and “(relatively) easy to understand and
apply.” Id. at 1939, 1%40. The Court reasoned that, because the
regulations do not define “separate NCL” for the member of a
consolidated group {(except where separate return years are
involved), the NOL limitation of I.R.C. § 172(f) (2) must apply at
the group level, i.e., to the CNOL. Id. The Court explained
that, “there is no NOL below the consolidated level and hence
nothing for comparison with PLEs to produce PLL at any stage
before the CNOL calculaticen.” Id. at 1%940.
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In rejecting the government’s separate entity approach, the
Court discounted the government’s theory that the Court should
compare each member’s STI, as computed pursuant to Treas. Reg.

§ 1.1502-12, to its PL expenses, because STI is analogous to
“separate NOL.” Id. The government reascned that this
comparison, “places the group member closest to the position it
would have occupied if it had filed a separate return.” Id. The
Court disagreed, explaining that the computation of a member’s
STI under Treas. Reg. § 1.1502-12 excludes several consolidated
items which a taxpayer filing a separate tax return would
normally consider. Id.

The Fourth Circuit rejected the STI theory advanced by the
government, but adopted the government’s separate entity approach
based on the definition of “separate net operating loss” used in
Treas. Reg. § 1.1502-79. Id. The Supreme Court rejected this
reasoning as well, explaining, i

Section 1.1502-79%(a) {3) unbakes the cake for
only one reason, and that reason has no
application here. The definition on which
the Court of Appeals relied applies, by its
terms, only “for purposes of” § 1.1502-

79(a) (3), and context makes clear that the
purpcse is to provide a way to allocate CNOL
to an affiliate member that seeks to carry
back a loss to a “separate return year,” that
is, to a year in which the member was not
part of the consolidated group. ... No
separate return years are at issue before us;
all NCL carry backs relevant here apply to
vears in which the five corporations were
affiliated in the group.

United Dominion, 121 S.Ct. at 1941 (internal citaticns omitted)
(emphasis added).

Issue 1:

The first issue is what effect, if any, does United Dominion
have on the SL expenses arising from members of ||| IGTGEGIN
that filed separate income tax returns during the carry
back years.

The following members of ; generated SL

expenses during the taxable years at issue, but were not members
of the group during the carry back years:
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Year Company SLEs

||||||I||I|II I [ ]

The issue of how to compute SL loss where separate return
years are involved was addressed in Amtel, Inc. v. United States,
31 Fed. C1l. 598 (Ct. Cl. 1994}, aff'd without published opinion,
59 F.3d 181 {(Fed. Cir. 1995). During 1975, Amtel filed a
consclidated income tax return as the parent of an affiliated
group whose members included Litwin and Litwin Panamanian.
Amtel, 31 Fed. Cl. at 599. 1In 1977, AMCA purchased Amtel and its
consolidated group, and thereafter included Amtel and its group
on its own consclidated income tax returns. Id. In 1985, Amtel,
Litwin and Litwin Panamanian generated separate taxable income,
but incurred PL expenses. Id. Amtel then sought to carry back
the share of the PL loss attributable to Litwin, Litwin

Panamanian and itself from 1985 to 1975, a separate return year.
Id.

The Court of Claims, relying on Treas. Reg. 1.1502-79, held
that Amtel was not permitted to carry back a PL loss from 1585 to
1975, since Amtel did not have an NOL during 1985. Id. at 600.
Treas. Reg. § 1.1502-79(a) provides the method for allocating
CNOL to individual members of the group where the group members
may carry back CNOL to a separate return year. The Amte]l Court
explained,

- [Clontrary to Amtel’s assertion, a member of
an affiliated group may have a separate net
operating loss with independent significance
for income tax purpcocses. The IRS does not
apply the single entity approach when a
taxpayer seeks to carry back a net operating
loss from a consolidated return year to a
separate return year. In that context, the
Service treats the members as separate by
apportioning the consolidated net operating
loss.

Id. (citing Treas. Reg. § 1.1502-79(a)).
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The Court of Claims determined that the separate return
approach advocated by the government was the appropriate method
of calculating whether any PL loss (or SL loss) was available for
members of an affiliated group tc carry back to separate return
years. The Court held, therefore, that Amtel’s available PL loss
carry back for 1975, a separate return year, was limited to its
1985 NOL as determined under Treas. Reg. § 1.1502-7%(a) - zero.
Id. at 601.

The holding of Amtel was left undisturbed by the Supreme
Court in United Dominion. As discussed above, United Dominion
specifically excluded situations where separate return years are
involved from its holding that the single entity appreoach is the
appropriate method to use when determining the PL loss. available
to a consolidated group. United Dominion, 121 S.Ct. at 1941.

Based on the foregoing, the members of
who seek to carry back a portion of the SL loss for each of the
taxable years at issue to their separate return years are limited
to carrying back the lesser of their SL expenses or their
allocated NOL based on Treas. Reg. § 1.1502-79. The revenue
agent properly applied the NOL limitation to the SRLY Companies
as follows: ‘

L

SLL
SLL Expense Allccated NCL Avail.
Member per claim NOL {SRLY Limit. to SRLY
e
2.
SLL
SLL Expense Allocated NOQL Avail,
Member ier claim NOL (SRLY Limit. to SRLY
3.
SLL
SLL Expense Allocated NCOL Avail.

er clalm NOL SRLY Limit. to SRLY

Member

Several of= members have unused SL
expenses, since the amount of their SL expenses exceeded the
amount of CNOL allocated to them pursuant to Treas. Reg.

§ 1.1502-72. During the taxable year ending ,
had unused SL expenses of $=. During the taxable
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year ending N T - I -
unused SL expenses of S| and 3 , respectively.
Finally, during the taxable year ending —, ]
. 4 F and qhad unused SL expenses of
SR S , and $ , respectively.
The remaining issue, therefore, is whether _
may carry back these excess SL expenses to its own prior
consolidated returns, even if the members generating the SL
expenses were not members of the group during the carry back
years. Based on the Supreme Court’s decision in United Dominion,
the location of the SL expenses 1s irrelevant. One simply
compares the amount of the CNOL with the aggregate amount of the
SIL expenses. The lower amount can be carried back ten years as
an SL loss, and the remainder can be carried back two (or three)
years as an NOL. Thus, may carry back the
excess SL expenses of the members not carried back to the
separate return years to its own prior consolidated returns, even

if the amounts are carried back to years in which the members
generating the excess SL expenses were not members of the group.

‘Based on the foregoing, our office agrees that the revenue
agent properly re-computed the SL loss available to
and the SRLY companies for the taxable years at issue,
based on the holdings of United Dominion and Amtel.

Issue 2:

The second issue is whether the SL loss limitaticon argument
adopted by the Tax Court in Norwest Corp. v. Commissioner, 111
T.C. 105 (1998), 1is still valid after United Dominion.

In Norwest, the Tax Court addressed the application of the
NOL limitation of former section 172(b) (1) (L) (analogous to the
NCL limitation in current section 172(f) (2}), to a consolidated
group consisting of members who sought to carry back bank bad
debt losses for a ten-year carry back period. Like United
Dominion, the taxpayer asserted that the NOL limitation applled
at the group level. Norwest, 111 T.C. at 130.

The Tax Court, in adopting the separate entity theory
advanced by the government, explained,

ARlthough the consolidated return regulations
do speak in terms of a “consolidated net
operating loss,” it is quite clear that the
consolidated net operating loss is to be
determined by taking intc acccunt the
“separate” taxable income, including the
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separate NOL, of each member of the group.

The separately determined losses of each
member of the affiliated grecup do not lose
their distinct character ... upon
conseolidation.

Norwest, 111 T.C. at 130-31 (citation omitted).

In United Dominion, the Supreme Court specifically rejected
the notion of a “separate” NOL for each group member. United
Dominion, therefore, definitively disposed of use of the separate
member approach previously advocated by the government, and
adopted by the Tax Court, in Norwest.

Should you have any questions regarding this mattér, please
contact Robin L. Peacock at (212) 436-1335.

This writing may contain privileged information. Any
unauthorized disclosure of this writing may have an adverse
affect on privileges, such as the attorney client privilege. If
disclosure becomes necessary, please contact this office for our
views.

ROLAND BARRAL

Area Counsel, LMSB
(Financial Services)

By:

PETER J. LABELLE
Associate Area Counsel



